United States Court of Appeals 
for the Second Circuit 



APPELLANT'S 

BRIEF 



74-1643 


In The 


ISniteii States (Eourt of Appeals 

for the Srrond Circuit 


MAX S.GUMER. 


Appellant, 


SI a st^'.v A J11v ILI if IN<: ' ; WINSLOW, com; 

-r.i'.' !/ HJKDKRICK S. MSBALM ami 

I HK NEW YORK STOCK EXCHANGE. 


Appellees. 


\f»I»« a l From Tin- I Slates District Court 
I or I In- \X estern District of New ^ ork 


limH FOR APPELLANT MAX S.(,l MLR 


^ ISKR SHAW FREEMAN VAN ORA.AFKII.AM) 
HARTER A SECREST 
Attorneys for Appellant 

( Mice and Post (Iffiee Address f 

(00 .VI id town Tower 
IWhester, New York 14604 /f 
Telephone: 232-6500 I! * ( JUl 9 9 


John I. Mahon, of counsel 


\ jL '/'/***» 

/r^-RTrxt. 

[/( J UL2 2 m )A 
V y 7 

V ^ ' i * r \ ' 


Daii^ »e< ord f orporaf on 
f*0ch*%t« r . Me* forfc 







TABLE OF CONTENTS 




Page 


Preliminary Statement . 1 

Issues Presented For Review. 2 

Statement of The Case . 3 

Fuels . 4 


ARGUMENT 

P( >1 NT I Violations of Regulation T . 

POIN T II — Violation of Rule 40."> of the New York 


Stock Exchange . 1H 

POlN'T III — Violation of Rule 431 of the New York 
St«H-k Exchange. 21 

POINT IV — V iolations of Rule I ()b-5 . 28 

POl N'T V — 'The 'Trial Court Erred in Dismissing the 
Complaint. 39 

POINT VI — The Trial Court Erred in Refusing to 
Grant Plaintiff I/cave to Amend the Complaint. 40 

CONCLUSION — 'The order of the District Court 
dismissing plaintiff's complaint against the defendant 
Shearson should Is* reversed. Alternatively, plaintiff 
should Is* given leave to amend the complaint. 41 


I 













II 


CITATIONS 

Page 

Affiliated Ute Indians v. United States, 406 U.S. 128 
11972).31,33, 34 

A. T. Brod Co. v. Perlow, 375 F.2d 393 12d Cir. 19671.. 29 

Avery v. Merrill Lynch, 328 F. Supp. 67 i (D.C. Dist. of 
Col. 1971). 10 

Brennan v. Midwestern United Life Insurance Co., 259 
F.Supp. 673 (N.D.Ind. 1966). 31 

Buttrey v. Merrill Lynch, Bierce, Fenner & Smith, Inc., 

410 F.2d 135 17th Cir. 1969). 18, 19,21,26,27 

Chris Craft Industries, Inc. v. Piper Aircraft, 480 F.2d 
341 12d Cir. 1973).25,37 

Colonial Realty Ctrp. v. Bache & Co., 358 1 .2d 178 12d 
Cir. 1966).18’ 22, 26 

Conley v. Gibson, 355 U.S. 41 (19571. 39 

Foman v. David, 371 U.S. 178 (1962). 40 

Gordon v. New York Stock Exchange, Inc., -1 • 

2d-(2d Cir. 1974). 25 

• 

llecht v. Harris Upham & Co., 283 F. Supp. 417 (N.D. 

Cal. 1968).20, 21, 29 

Heit v. Weitzen. 402 F.2d 909 (2d Cir. 1968). 32 

Landry v. Hemphill, Noyes & Co., 473 F.2d 365 (1st Cir. 

.1973). 11 

Lanza v. Drexel & Co., 479 F.2d 1277 (2d Cir. 1973). .37,38 

List v. Fashion Park Industries, 340 F.2d 457 (2d Cir. 

1965).33,34 

Livingstone v. Weis Voisin & Cannon, Inc., 294 F. Supp. 

676 (D.N.J. 19681. 8 


















ill 


I’agi* 

> 

Lorenz v. Watson, 258 F. Supp. 724 (E.D. Pa. 19661. . . 29 

Mutual Shares dorp. v. Genesco, Inc., 384 F. 2d 540 (2d 
Cir. 19671. 28 

\agler v. Admiral Corporation, 248 F. 2d 319 (2d Cir. 

19571. 39 

1‘earlslein v. Scudder and German, 429 F. 2d 1136 (2d 
Cir. 19701..10, 12, 15 

Remar v. Clayton Securities Corp., 81 F. Supp. 1014 (I). 

Mass. 19491. 9 

Schoenhaum v. Firstbrook, 405 F. 2d 215 (2d Cir. 

19681. 39 

Securities Exchange Commission v. Texas Gulf Sulphur 
Co.. 401 F. 2d 833 (2d Cir. 19681. 29 

Shemtob v. Shearson, llammill anil Co., 448 F. 2d 442 
(2d Cir. 19711.29,35,36,37 

Smith \. Hear Stearns & Co., 237 F. 2d 79 (2d Cir. 

19561. 9 

Spoon v. Walston. .345 F. Supp. 518 (K.l). Mich. 19721. 11 

Superintendent of Insurance v. Hankers Life & Casualty 
Co.. 404 11.S. 6(19711.29, 32 

Tscherepnin v. Knight. 389 L.S. 332 (1967). 29 

United States v. Employing Plasterers Association. 347 
U.S. 186(19541. 39 

W arshine v. II. Ilentz Co., 199 F. Supp. 581 (S.l). 

N.Y. 19611. 9 

Zatz v. Hertz, 262 F.Supp. 928 IS.D.N.Y. 19661. . 9 

Zenith Radio Corporation v. Har dline Research, Inc.. 

401 U.S. 321 (19711. 40 
















IV 


Page 

STATUTES 

Page 

Securities Exchange Act of 1934, 

§3 (al (91 [15 U.S.C. §T8c (a) (911193411 . 28 

§3 (a| (101, [ 15 U.S.C. §78c (a) (10) 119341 ] . 29 

§6 4b) [15 U.S.C. §78f (bl (1934(1 .22,23 

§7 [15 U.S.C. §78g (1934(1.7,8,17 

§7 (al [15 U.S.C. §78g (al (193411 . 8,15 

§7 (c) [15 U.S.C. §78g (cl (1934(1 .7,8, 17 

§15A<bl(7l[15U.S.C.§78o-3<b|(7H1964l| . 22 

§19 (bl [15 U.S.C. §78s (bl (1964)1 .13, 24, 25 

§20 [15 U.S.C.§78t (196411 . 28 

FEDERAL RULES AND REGULATIONS 

Federal Reserve Board: 

Regulation T, 12 C.F.R. §220, 

§3 (bl.9. 10, 14 

§3 (el.10, 12, 14, 15 

§6 (cl. 14 

§6 (dl, .12. 15, 16,21 

§7 (al.12, 13, 16, 17 

§7 (bl.12, 13, 14, 15 

§8 (al. 15 

Regulation X, 12 C.F.R. §224 . n.ll 

Federal Rules of Civil Procedure, 

§ 15(a), 28 U.S.C.A., Rule 15(a) . 40 

Securities Exchange Commission, 

Rule 1 Ob-5,17 C.F.R. 240.10b-5 .28, 29, 33 























V 


MISCELLANEOUS 

Lowenfels, Implied Liabilities Based Upon Stork Ex- 
channe Rules, 66 Colum. L. Rev. 12( 19661 . 18 

National Association of Securities Dealers, Inc.: By- 
Laws, Article I, §2tal; Rules of Fair Practice, Article 
III. § 1.22, 23 

New V ork Stea k Exchange Constitution, Article XIV. . . 22, 23 

New York Stock Exchange Guide, CCH §§2403, 2431 . 19, 27 

New York Stock Exchange Rules: 

Rule 403 .18,19,20,21 

Rule 431 .20, 21, 22, 24, 23, 26, 27 

Rule 43 I §lbl. 21 

Rule 431 § Id M11 .26,27 

Note*. Implying Civil Remedies From Federal Regulatory 
Statutes. 77 Harv. L. Rev. 283 119631 . 23 

S. Rep. 1433, 73d Cong., 2d Sess. § 11 (19341 . 9 

Wolfson and Russo, The Stork Exchange Member: 
Liability for Violation of Stork Exrhango Rules, 38 
Calif. L. Rev. 1120 (19701.24, 25. 27 


















In The 

Ignited States (Eourt of Appeals 


for the Second (Circuit 


MAX S.CiUMKR, 
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SHEARSON, HAMMILL <8 CO., INC.; WINSLOW, COHU 
& STETSON, INC.; FREDERICK S. NUSBAUM and 
THE NEW YORK STOCK EXCHANGE, 

Appellees. 


Appeal From The United States District Court 
F or The W estern District of New York 


BRIEF FOR APPELLANT MAX S.GUMER 


Preliminary Statement 

This is an appeal from an Order of April 1, 1974 of 
Honorable Harold P. Burke, United States District Judge for 
the Western District of New York which dismissed all of the 
causes of action of plaintiff's complaint purporting to allege 
liability of defendant Shearson to the plaintiff and which 
declined plaintiff's request for leave to amend the complaint. 
The decision of the Court below is not reported, but is set out in 
full in the appellant's appendix (p. A-351. 

Before the Court below were plaintiff's complaint (p. A-11 
and three affidavits attached to defendant Shearson s motion to 
dismiss (pp. A-24 through A-341 apparently submitted to show 
the existence of an arbitration clause in the margin agreement 
Ip. A*2K|, the request for arbitration Ip. A-301 and plaintiff's 
answer thereto Ip. A-321. Plaintiff does not dispute the existence 
of the* agreement nor that he received and sent letters. For the 
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convenience of this Court all of the papers before the Court 
below have been printed in appellant's appendix and, for clarity, 
all references to the allegations of the complaint are to the 
numbered paragraphs thereof. 

Issues Presented For Review 

1. Under the facts of this case was it a violation of Regulation 
'I', specifically §6(dl( 11 thereof, for defendant Shearson to have 
accepted, as transferee broker-lender, accounts and securities 
with the knowledge that there had been transactions effected in 
the said account for which improper cash and securities had 
been deposited? 

2. Under the facts of this case was it a violation by defendant 
Shearson of §7 of the 1034 Act and of Regulation 'I', specifically 
§§<>(d|l2l and Tlal thereof, to have participated by its request 
and by the refinancing thereof, of a transfer of securities from 
one customer to another at another brokerage house under 
which the conditions and provisions of §6(dll2l had not been 
met? 

3. May an account and securities thereof Ik* maintained by a 
transferee broker-lender pursuant to §7(bl of Regulation T 
when that transferee-lender has knowledge or should have 
knowledge that credit for the purchase of many of the securities 
in the said account had initially been extended in violation of 
Regulation T? 

4. Do the facts of this case as alleged in the complaint state a 
violation of Rule 405 of the New York Stock Kxchange? 

5. Is a violation of Rule 431 of the New York Stock Kxchange 
the basis for an implied private cause of action under the 
Securities Kxchange Act of 1034 and do the facts of this case set 
forth a violation of that Rule upon which recovery may Ik* had 
against defendant Shearson? 



f). Do the farts of this case as aliped in the complaint set forth 
one or more affirmative acts and material omissions which 
constitute violations by defendant Shearson of Rule 10b-5? 

"• Does the complaint allege scienter with respect to the alleged 
IOb-5 violations by defendant Shearson? 

Statement of The (jise 

I his is an action for damages against four defendants for 
violations of §§b, 7 and 10 of the Securities Act of 1034 and of 
New York Sunk Exchange (NYSE) Rules 405 and 431, and of 
Federal Reserve Board Regulation T and Rule 10b-5. By a 
succession of sophisticated manoeuvres, securities violations and 
frauds, the various defendants in succession, and severally and 
jointly, manoeuvred plaintiff into a position whereby he lost his 
entire securities account which at the beginning, we now know, 
was worth a net of $1,401,437.00. Without the participation of 
all of the defendants in the scheme of violations and frauds 
plaintiff would not have iost his entire account and for proper 
recovery plaintiff must have available to him each of the 
defendants who participated in the scheme. One of those 
defendants has moved to dismiss the complaint and such motion 
has been granted by the Court below which, in its opinion, did 
not focus upon the allegations of the complaint, their inif>ort, or 
the laws and regulations applicable thereto. 

Even though this appeal concerns the motion of only one of 
the defendants against the complaint, this Court must un¬ 
derstand that that defendant, Shearson, was only one of the 
parties to a continuing scheme of fraud and violation. The 
complaint therefore must In* read and understood as a whole, 
keeping in mind the realities of the brokerage industry. The 
factual allegations, from which the legal conclusions are drawn, 
are grouped chronologically into four sections. The legal con- 
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erspersed among the faets in eleven counts, each 
ns one or more causes of action. While the fads 
nl are chronologically stated, the arguments set 
ief will be subdivided by legal theory. Because 
wives a motion to dismiss the complaint, the 
ild be liberally construed and the allegations 
e. 

I 

■ 

Facts 

Tie prior to July of 1969 plaintiff maintained a 
I account at the Rochester office of defendant 
ntiff alleges that, in that month, defendants 
Nushaum fraudulently induced him to sign a 
anteeing the maintenance margin of two other 
\R. & L.G. accounts! in which plaintiff had no 
which he had no knowledge ( 3 9 through 291. 
s that he was defrauded with respect to that 
tat the combined 1\R. & L.G. accounts were at 
guarantee in actual deficit (negative value) and 
tas not disclosed to him (4 12 el soq). P'aintiff 
one facts give rise to causes of action against 
Nusbaum which he sets forth in the first three 

I 

set of facts ( 3 31 through 381 alleges that. j 

» plaintiff, “all or substantially all of the securities I 

; P.R. A L.G. accounts" had been originally , 

subsequently carried by use of excessive credit or 
payment at all ( 3 321 and that Winslow and 
engaged in a consistent scheme to effect these 
iascs (3 31!. Because the P.R. & L.G. accounts 
, Winslow, after securing plaintiff's guarantee, 
egan selling securities from plaintiff's own ae- 
e the enormous debt of the other accounts and 
ilamaged thereby ( 3 381. In the fourth count 


plaintiff alleges remedies against Winslow and I' 
relating to Sections 6, 7 and 10 of the 1934 Act and R 
Regulation T and Rule 1 Ob-5, respectively pror 
thereunder. 

As a result of these violations, among others, d 
Winslow's net worth became impaired and Winslow wi 
out of business and into forced sales and transfers 
brokerage houses ( 3 40 and 41). In order to reduce 
moils debt W inslow was improperly forcing liquidation 
rities from plaintiff's own account ( 3 38! which plaii 
|Hiwerless to stop. Faced with loss of his substantial acco 
the imminent financial collapse of defendant Winslo 
had possession of all of his securities, plaintiff atter 
transfer his account alone away from defendant Wi 
another brokerage house (he was solicited by an enq 
Sliearson), namely Shearson. However, defendant ' 
under the color of its fraudulent guarantee ( 3 si 9 
declined to |>ermit that transfer unless plaintiff also t 
him the P.R. and L.G. accounts or otherwise found som 
pay off th<- excessive debt of those accounts. Shearsoi 
other hand having knowledge of the credit violati 
background of the P.R. and L.G. accounts ( 3 s 46, 47 
declined to accept any securities in the name of P.R. a 
hut told plaintiff it would accept the snme securities 
counts if they could be transferred to plaintiff's name. J 
for the purfMtse of transferring his own securities out of 
and into Shearson plaintiff was compelled to consoli 
account with those of P.R. and L.G. ( 3 431. Act 
plaintiff alleges that, while he was unaware of these pri 
violations and the consequences thereof ( 3 521, d 
Shearson, along with defendant New York Stock Kxcha 
fully aware of the fraudulent scheme which generated tl 
purchases of many securities contained in plaintil 
sol elated account I 3 s 48 and 511. He alleges that not 
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defendant Shoarson have knowledge of the illegal purchase 
credit existing in the said accounts I ^ s 46, 47. 50 and 511 hut 
that defendant Shearson knew that the consolidation was for the 
purpose of transferring the consolidated account to it I 5 s 45 
and 461 and that the accounts should have been liquidated 
rather than consolidated and transferred ( 5 471. He alleges that 
the consolidation itself was a sale I 40) to him of the P.R. and 
L.G. securities which sale was illegal in and of itself because of 
the insufficient equity contained in his own account for such a 
purchase I 5 •>! I. (Subsequent to the drafting of the complaint, 
after making the complex numerical calculations which 
Shearson presumably had done, plaintiff confirmed the fact that 
his account had woefully insufficient ‘‘free capital" to support 
the consolidation-sale, thus demonstrating its illegality.) 

Plaintiff in his fifth count, alleges various violations and 
remedies especially that the sale and consolidation was a 
violation of Hegulation T by Winslow I 5 42) and, in his sixth 
count, alleges that the said sale, consolidation and transfer were 
violations of Hegulation T and of Section 10 of the 1054 Act and 
Rule 10b-5 by defendant Shearson ( 5 52 and 551. 

For his last set of facts, plaintiff alleges that at the time his 
now consolidated account was transferred to defendant 
Shearson it contained large blocks of impro|>erly evaluated 
securities which had derived from l’.H. <S L.G. ( 5 48), and it 
was below both the 50% maintenance margin required by 
Shearson (house margin) and the minimum maintenance of 
25% required by Rule 451 of the New York Stock Kxchange 
(the ‘‘Kxchange Margin") despite Shearson's representations of 
compliance ( 5 55 and 56). Thereafter, Shearson informed 
plaintiff it was properly computing the aforesaid house margin 
and Kxchange Margin on a daily basis io assure compliance 
( 3 56 and 57) and for a period plaintiff was called almost daily 
and advised of his margin status, as well as the amount, if any, 
required from time to time to be raised by liquidation ( ?| 58). 
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Plaintiff was allowed onl\ to select the securities to be sold to 
meet any such calls I 5 581. Plaintiff relied on these calculations 
and to his knowledge such calculations were being correctly 
made. But. starting in February, defendant Shearson withheld 
from plaintiff any information about his account I 5 611 while 
continuing to represent that it was in compliance with the 
maintenance margin requirements I 5 571. In fact, he did not 
even receive statements for February, March or April, 1670 
despite his objections and requests I ^ 611. Finally, on April 27 
he was advised that his maintenance position had fallen to 4%, 
far below the 25% minimum, and over the next few weeks 
Shearson liquidated his entire account without consultation of 
any kind t 611. In his eighth count plaintiff alleges that such 
acts violated Section 6 and 7 of the 1934 Act and Rule 431 of 
the Exchange and Regulation T of the Federal Reserve Board 
Promulgated thereunder I 5 671. In his tenth count plaintiff 
alleges that such violations, especially when they were coupled 
with defendant Shearson's representations to the contrary were 
also a violation of Section 10 of the Act ami Rule IOb-5 
thereunder ( j s ,3, ,4 and i.>|. Plaintiff also alleges negligence 
I seventh count), breach of fiduciary duty (ninth count) and 
breach of contract (eleventh count). 

ARGUMENT 
^ POINT I 

\ iolations of Regulation T 

By virtue of §7 of the Securities Exchange Act of 1934 (15 
li.S.C. 78gl, Congress enacted legislation to prevent "the ex¬ 
cessive use of credit for the purchase and carrying of securities". 
In §7(c| Congress proscribed broker/dealers such as Shearson 
from directly or indirectly (11 extending, (2) maintaining, or (3) 
arranging for any credit to a brokerage customer on any security 
in contravention of rides and regulations prescribed by the 
Federal Reserve Board: 
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It shall ho unlawful for any member of a national 
securities exchange or any broker or dealer, directly or 
indirectly, to extend or maintain credit or arrange for the 
extension or maintenance of credit to or for any 
customer — (lion any security (other than an exempted 
security!, in contravention of the rules and regulations 
which the Board of Governors of the Federal Reserve 
System shall prescribe . . . (15 U.S.C. 78g(cll 

Because it recognized the impossibility of adequately con¬ 
trolling such a complex and specialized industry by legislation 
alone. Congress mandated that the Board should prescrilw* such 
rules and regulations, even suggesting certain areas of o|>eration 
|M>culiar to the brokerage industry which it would Ik- appropriate 
to regulate. Section 7(al of the Act provides: 

For the purpose of preventing the excessive use of credit 
for the purchase or carrying of securities, the Board of 
Governors of the Federal Reserve System shall, . . . 
prescribe rules and regulations with respect to the 
amount of credit that may be initially extended and 
subsequently maintained on any security . . . Such rules 
and regulations may make appropriate provision with 
respect to . . . the transfer of accounts from one lender to 
another . . . (emphasis added! (15 U.S.C. 78g(al( 

Pursuant to that congressional mandate the Board has 
promulgated several regulations supplementing the statute. 
'Hiere is no doubt that a private cause of action may he main¬ 
tained by an individual investor against his creditor/lender for a 
violation of the statute and the regulations. “Kvery court that 
has considered the question has determined that . . . there is a 
private right of action for violations of §7. and no cases to the 
contrary are cited by the defendants." ( Livingstone v. Weis 
Voisin. Cannon , Inc., 294 F. Supp. 676 (D.C.N.J. 19681). 
Although neither Congress nor the Federal Reserve Board 
specifically authorized private actions, it has long and 
universally been recognized by the courts that the best and 
perhaps only way to force the brokerage industry to police itself 





and “follow the re'gs" is to encourage civil liability when the 
rules are not followed. Smith v. Hour Stearns <H Co., 237 F. 2d 
79 12d Cir. 19561; Zutz v. Hertz, 262 F. Supp. 928 (S.D.N.Y. 
19661; If'arshotv v. //. Ilentz & Co., 199 F. Supp. 581 
(S.D.N.Y. 19611; Hernur v. Clayton Securities Corp., 81 F. 
Supp. 1014 (I).C. Mass. 19491; and other citations, infra. 

Plaintiff claims damages resulting from defendant Shearson's 
violation of the statute and of one of the regulations 
promulgated thereunder — Regulation T (12 C.F.R. 2201. 

(.ongress clearly intended that a comprehensive scheme he 
developed which would control the use of credit throughout all 
phases of the securities industry both for the protection of the 
economy and general public from excessive speculation, and for 
the protection of the individual "margin purchaser by making it 
impossible for him to buy securities on too thin a margin." (S. 
Rep. No. 1455, 73d Cong., 2d Sess. I I (193411. The concept of 
Regulation T is simple: A broker cannot himself extend, nor 
participate in the extension by anyone else, of proscribed credit, 
and if he does, he must immediately take whatever steps are 
necessary to eliminate that credit — i.e., once improperly ex¬ 
tended it may not be continued or maintained — or he will be 
absolutely liable' to his debtor — customer for whatever damage's 
re'sull bee'ause e»f (hat e re*elit. 

I lie' plan In'gins with Section 3 e>f the* Regulation which se'ts 
feerth the' stanelarels to be' use*el in initially extending credit, the 
e-omputatiem thereof, and the duty of the broker if the' 
e'ustemier's payments are' neit sufficient te> meet theise standards. 
§3(bl preivides that: 

... a e're*elite,«r shall ne>t e*ffect for eir with any custeime'r 
. . . any transactiein whie'h, in combination with e»the>r 
transactions effected in sue;h account on the same elay, 
e re'ale's an e'xcess eif the aeljusteel elebit balane-e of sue'h 
account over the maximum leian value of the securities in 
sue - h aee-etunt, e»r increases any sue'h excess, unless in 



connection therewith the creditor obtains as promptly as 
possible and in any event before the expiration of 5 full 
business days following the date of such transaction, the 
deposit into such account of cash or securities in such 
amount (which will satisfy the requirements of this 
section! . . . (12 C.F.R. 220.3(b)I 

Section 3(e) then mandates that the creditor-broker must 
liquidate any securities subject to the Regulation for which 
proper payment has not been made: 

Ijiquidation in lieu of deposit. In any case in which the 
deposit required by paragraph lb! of this section, or any 
portion thereof, is not obtained by the creditor within 
the 3-day period specified therein . . . securities shall be 
sold . . . prior to the expiration of such 3-day period in 
such amount (as will satisfy the requirement of §31 bl I 
... (12 C.F.R. 220.3(e) I 

“The duty of the broker is made completely clear by the 
Regulation — if the investor has not made sufficient deposit to 
meet the margin requirements within the 3-day period, the 
broker is required to liquidate in order to cover the position." 
\ A very v. Merrill Lynch. 328 F. Supp. 677. 680 (D.C. Dist. of 
Col. 1071) I. That mandate by §3(e| starts within five days after 
the “transaction" and. as this Court recognized in Pearlstein v. 
Srudder and German. 420 F. 2d 1136 (2d Cir. 1070), cert, 
den., 401 U.S. 1013 (10711, it follows the securities and the 
financing brokers thereof wherever they may be — the 
obligation never ends. 

Pearlstein illustrates tha'. a broker may not participate in 
arranging for credit which is illegal, even if he, himself, d«n*s not 
extend it (id., at p. I 130, 40); he must even “take reasonable 
steps to prevent (at no risk to the broker) the execution of a 
transaction which has become illegal subsequent to the 
arrangement of a loan to finance it." (id., at p. 1140) The 
broker has the sole and continuing duty to eliminate the credit 
once it is improperly extended: 





. . . margin requirements forbid a broker to extend 
undue credit but do not forbid customers from accepting 
such credit. This fact appears to indicate that Congress 
has placed the responsibility for observing margins on 
the broker . . . lid., at p. 11411* 

The broker must even initiate legal action to eliminate an im¬ 
proper credit, if necessary: 

. . .defendant should have used its best efforts to secure 
the return of the bonds which it had improperly 
delivered to the banks, by replevin if necessary, and to 
sell them. Defendant’s failure to take such action 
resulted in a continuation of the credit in violation of 
Kegulation T . . . (emphasis added! lid., at p. 11421 

No agreement between customer and broker can relieve a broker 
of this duty. Neither a stipulation of settlement after legal action 
has been commenced between the parties nor even a judgment 
therein can cure the illegal credit if the effect thereof is to 
continue it. Any act by the broker or failure of an act by the 
broker which would serve to refinance or further extend a credit 
initially extended in violation of the Kegulation is a further 
violation lid., pp. 1 142-4). I he failure of the broker to liquidate 
tne credit is a per sc violation rendering the broker absolutely 
liable for damages resulting to a customer from the violation (see 
Landry v. Ilcmphill . Noyes S Co., 473 F. 2d 365 (1st Cir. 

1 *>731, cert. den. 414 U.S. 1002 11973), reh. den.- U.S. — 

—. and Spoon v. Kalston, 345 F. Supp. 518 (E.D. Mich. 
1972), aff'd 478 F.2d 246 (6th Cir, 1973).) 


* \l tin- time *>f lie violation* alleged in thi* case. there wa* no corresponding 
responsibility on the part of the cuKtomer. Subsequently. and effective November 
I. I*), I. the Federal Iteserve Hoard promulgated Kegulation X 112 C.F.R. 2241 
"Itit'll prov idea in substance that a borrower shall not obtain credit from a broker- 
dealer unless that credit conform* to the provision* of Kegulation T 112 C.F.K. 
2201. Section 2lal 121 of Kegulation X appear* to make the prohibitory rule* 
apply to a customer and broker alike. However, such is not the law applicable to 
(hlH vantc 
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If the principle and mandate of Poarlstein are applied to the 
facts of this cast it is clear that Shearson had a responsibility not 
to involve itself in the illegal credit of the l'.R. and L.Ci. 
securities hut once having involved itself had the immediate 
duty to liquidate that credit under the mandate of §3le|. 
Although Poarlstein did not consider the precise facts here 
before the Court, the princ iples and mandates of that c ase when 
read together with those* sections of Regulation T most ap¬ 
plicable to our facts make clear the responsibility of Shearson at 
the time it involved itself in the illegal credit and now make dear 
the liability of Shearson to the plaintiff. 

These sections are those* relating to transfer of account — 
§()(d|, arranging for loans by others — §Tlal and maintenance* 
of credit — §7(bl. which we set forth here for convenience of 
reference: 

§6(d| (1) In the event of the transfer of a general 
account, special bond account, or special convertible- 
security account from one creditor to another, such 
account may be treated for the purposes of this part as if 
it had been maintained by the transferee from the date 
of its origin: l*rovided, That the* transferee accepts in 
good faith a signed statement of the transferor that no 
cash or securities need be deposited in such account in 
connection with any transaction that has been effected 
in such account or, in case he finds that it is not prac¬ 
ticable to obtain such a statement from the transferor, 
accepts in good faith such a signed statement from the 
customer. 

(21 In the event of the* transfer of a general account, 
special bond account, or special convertible security 
account, from one customer to another, or to others, as a 
bona fide incident to a transaction that is not un¬ 
dertaken for the purpose of avoiding the requirements 
of this part, each such transferee* account may be treated 
by the creditor for the purposes of this part as if it had 
been maintained for the transferee from the date of its 
origin: Provided . That the creditor accepts in good faith 
and keeps with such transferee* account a signed 
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statement of the tranferor describing the circumstances 
giving rise to the transfer. 112 C.F.R. 220.6(d 11 

§7(aI A creditor may arrange for the extension or 
maintenance of credit to or for any customer of such 
creditor by any person upon the same terms and con¬ 
ditions as those upon which the creditor, under the 
provisions of this part, may himself extend or maintain 
such credit to such customer, but only upon such terms 
and conditions, except that this limitation shall not 
apply with respect to the arranging by a creditor for a 
bank subject to l’art 221 of this Chapter (Regulation Ul 
to extend or maintain credit on margin securities or 
exempted securities. (12 C.F.R. 220.7(a! I 

§71 bl Kxcepl as otherwise specifically forbidden by 
this part, any credit initially extended without violation 
of this part may be maintained regardless of (l| 
reductions in the customer’s equity resulting from 
changes in market prices, (21 the fact that any security 
in an account ceases to be margin or exempted, and (31 
any change in the maximum loan values or margin 
requirements prescribed by the Board under this part. 
In maintaining any such credit, the creditor may accept 
or retain for his own protection additional collateral of 
any description, including non-margin securities. (12 
C.F.R. 220.7(b) I 

This Court and the brokerage community are well aware of 
the difference between purchase money margin requirements 
and maintenance margin requirements. The former ure 
governed by Regulation T; the latter (discussed in Point III, 
infra) are governed by New York Stock Kxchange Rule. While 

as noted above in §7 la I of the 1934 Act, (supra page 81, the 
Board is authorized to provide rules for maintenance margin, it 
has, recognizing both the concurrent jurisdiction of the 
Securities and Kxchange Commission and the national ex¬ 
changes under § 19(b) of the 1934 Act. determined to allow such 
provisions to be determined in that forum. Therefore, the Board 
has promulgated under §7lb) of Regulation 'I' a general rule 
that says any credit can be maintained for the purposes of 
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Regulation T provided that at the time of its initial extension 
such credit did not violate any other prohibition of Regulation 
T: “Except as otherwise specifically forbidden by this part, any 
credit initially extended without violation of this part may be 
maintained . . . (emphasis added!." (§7 (b||. It is clear that this 
permissive maintenance of credit is specifically contingent upon 
the initial credit having been extended without violation of §3 of 
the regulation. In other Words, if the standard of §3lbl and the 
mandate of §3(e| have not been followed, a broker cannot 
“cure” a violative initial purchase credit by simply “main¬ 
taining" it. That is the rule of Pearlxtein and that is the rule of 
Regulation T as specifically set out in §7(bl. 

That, in fact, is the consistent rule of Regulation T, by its own 
terms. Winslow, having ignored the standard and mandate of §3 
of the Regulation, attempted to cure the situation by duping the 
plaintiff into signing a guarantee for maintenance purposes. 
But that guarantee had no curative effect whatsoever on the 
illegal purchase money margin which W inslow was improperly 
maintaining for §(>(<! of the Regulation provides: “No 
guarantee of a customer's account shall be given any effis-t for 
the purposes of this part." 112 C.F.R. 220.61c11 

just as the initial credit violation could not be cleansed under 
the color of “maintaining" it through changing market con¬ 
ditions under §7lb! nor by securing a guarantee for it under 
§6(cI, it could not be cleansed by simply transferring the credit 
from one broker to another — from Winslow to Shearson — as 
was attempted here. If there were any doubt that a transferee- 
broker could free an illegal credit of its taint merely by accepting 
and refinancing the illegal credit and thereby circumventing the 
condition precedent expressed in §7(bl. that doubt is removed 
by §6(dll 11 which sets forth in the words of §3lbl that which is 
required of the transferee-broker when he accepts a general 
account if he wishes to be free of the liquidation mandate of 
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§3lel and enjoy the permissive maintenance granted by §7lb). 
In accepting the transferred account, the transferee-broker must 
accept . . in good faith a signed statement of the transferor 
that no cash or securities need by deposited in such account in 
connection with any transaction that has been effected in such 
account . . .Only then can the transferee-broker escape the 
continuing mandate of liquidation expresses m the Regulation 
and in I'oarlstoin; only then, in the words of §<>ld! 111 may such 
account “be treated for the purposes of this part as if it had been 
maintained by the transferee from the date of its origin . .and 
tluiii become an account allowed the [MTmissivc maintenance of 
§7lhl. Obviously Shearson did not, and with its knowledge 
could not. have received plaintiff's consolidated account pur¬ 
suant to the terms of §(>(d 1111. 

This is true not only because Shearson accepted plaintiff's 
consolidated account knowing that it contained many securities 
with initial credit violations derived from the P.R. and L.G. 
accounts, hut also because it knew that it was refinancing the 
consolidation itself — the purchase by plaintiff of the P.R. and 
I..G. securities. That consolidation was a sale, even requiring a 
special waiver of the NYSK commission requirement. Since 
plaintiff's own account did not have sufficient equity in it to 
make those* purchases las then required by §8lallll| of the 
Regulation! the consolidation was, in itself, an illegal sale to the 
plaintiff requiring immediate “deposits" or “sales" mandated 
by §31 e| notwithstanding the initial credit violations still 
existing in the accounts. Under the circumstances and the rule of 
§bd ! 1 (that duty was as much Shearson's as it was Winslow's. 

The inq>ortance of §(ddH!| in the regulatory scheme 
should not be minimized for it is a section which directly im¬ 
plements the Congressional mandate under the 1934 Act. It 
regulates “. . . transfer of accounts from one lender to another 
. . .’* specifically suggested by Congress in §7(al of the Act as an 
appropriate area to regulate (see p. 8 supra). Shearson's 
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flagrant violation of this section of Regulation '1' not only did 
nothing to relieve it of the mandate of appropriate liquidation, 
but by permitting and being a party to the illegal transfer. 
Shearson was also guilty of a per se violation of the Regulation. 

(hir discussion of §61 d I so far has focused only on the first 
subsection. However, Shearson violated §6(dM2l as well. As 
above noted, Winslow was content to be rid of plaintiff, but only 
if he would take the P.R. A L.G. accounts with him. On the 
other hand, Shearson actively sought plaintiff’s own valuable 
account but wanted no securities in the names of P.R. <X L.G. 
Shearson, knowing that it could not obtain plaintiff as a 
customer without satisfying Winslow’s requirement, agreed to 
accept a consolidated account containing all the securities and to 
refinance the combined debt of the three former accounts. In so 
doing it requested Winslow’s act of consolidation as structured. 
Without that request and without Shearson’s agreement to 
accept the combined accounts and to provide the refinancing for 
them there would have been no customer-to-customer transfer 
(consolidationI at Winslow. By thus participating in that 
consolidation Shearson violated subsection 121 as an arranger of 
the credit in violation of the 1 ‘>34 Act as implemented by §7(a! 
of the Regulation. 

Of course, there is little doubt that the customer-to-customer 
transfer at Winslow was in violation of §6ld! (21. The securities 
could not possibly have been transferred at Winslow as “a bona 
fido incident to a transaction that is not undertaken for the 
purpose of avoiding the requirements of this part .. .” as 
required by that subsection. They were transferred (con¬ 
solidated! precisely to avoid the requirement of liquidating the 
P.R. and L.G. accounts alone (there being insufficient equity 
therein!. As with a violation of subsection (dI (1! this customer- 
lo-eustomer transfer was Ilia violation in itself, and (21 did 
nothing to free Winslow from its continuing duty to liquidate. 
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By participating in that violation, by its request for the 
consolidation and by its agreement to refinance it, Shearson was 
equally guilty of a violation of that subsection. Section 7 (c> of 
the 1934 Act specifically makes it . . unlawful for . . . any 
broker or dealer, directly or indirectly, to extend or maintain or 
arrange for the extension or maintenance of credit. , (em¬ 
phasis added I in contravention of the Regulations (see p. 8 
supra I. Section 7 (al of Regulation 1' permits a broker to “. . . 
arrange for the extension or maintenance of credit . . . upon the 
same terms and conditions as those which the creditor . . . may 
himself extend or maintain . . . but only upon such terms and 
conditions . . (emphasisadded! (seep. 13 supra! 

Applying the statement of law outlined in Penrlstein to the 
facts of this case and to the above-cited sections of Regulation 'I', 
it is clear that plaintiff has stated causes of action against 
Shearson for its violations of §7 of the 1934 Act and of 
Regulation I in two counts. The first cause of action, relating 
• 11 to the consolidation and (2! to the acceptance of plaintiff’s 
account by Shearson is asserted in the sixth count. That cause of 
action must be sustained because of Shearson’s participation in 
the consolidation and because of its acceptance of the account 
despite its knowledge of the illegal credit therein. The second 
cause of action, relating to the maintenance of the account once 
transferred, is asserted in the eighth count of the complaint. 

I hat count must be sustained because of Shearson’s continued 
maintenance of the illegal purchase credit over an extended 
period of time. 



POINT II 


Violation of Rule 403 of the New York Stork Exchange 

The New York Stock Exchange (NYSEI ha* promulgated 
pursuant to the requirements of Sections 6 and 19 of the 1934 
Act a body of Rules which are subject to the approval of the 
Securities and Exchange Commission. While many of these 
ndes are designed to govern relationships between brokers inter 
se and between brokers and the New York Stock Exchange, a 
substantial number of such rules regulate the conduct of 
member firms in accepting, handling, maintaining and 
financing customer accounts. As will further be discussed infra, 
under Point III — Violation of Rule 431 of the New York Stork 
Lxr.hanne, this distinction in purpose has resolved itself to a 
question of whether the rule was designed for the protection of 
customers and the public and/or as a "housekeeping rule.” 

Violations of NYSE rules designed for the protection of 
customers and the public are actionable for civil damages in 
private actions both on general principles of tort anti because 
such actions enforce and further the regulatory scheme of the 
Securities Acts (Lowenfels, Implied Liabilities Rased Upon 
Stork Exrhange Rules. 66 Columbia L.R. 12, 28-30 (19661; 
Colonial Realty Corp. v. Rarhe & Co.. 358 F.2d 178 (2d 
Cir., 19661, cert den. 358 L.S. 817, 17 L.Ed 2d 56 (19661 and 
Point III infra*. The Colonial case will be discussed in detail 
hereinafter in connection with Rule 431. We omit discussion of 

this case at this time because the subject of this Point II _ 

violation of Rule 405, the so-called "Rule of Due Diligence”, 
has already been held to meet the Colonial criteria and to form 
the basis of private cause of action for damages in the leading 
case of Buttrey v. Merrill Lynch Pierre Fenner & Smith, Inr. 
410 F. 2d 135 (7th Cir. 19691, cert, den, 396 U.S. 838 (19691. 

Rule 405 states: 
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Every member organization is required through a 
general partner or an officer who is a holder of voting 
slock to 

(11 Lise due diligence to learn the essential facts 
relative to every customer, every order, every cash or 
margin account accepted or carried by such organization 
and every person holding power of attorney over any 
account accepted or carried by such organization. 

121 Supervise diligently all accounts handled by 
registered representatives of the organization. 

»3I Specifically approve the opening of an account 
prior to or promptly after the completion of any trans¬ 
action for the account of or with a customer, provided, 
however, that in the case of branch offices, the opening 
of an account for a customer may be approved by the 
manager of such branch office but the action of such 
branch office manager shall within a reasonable time be 
approved by a general partner or an officer who is a 
holder of voting stock in the organization. The member, 
general partner or officer approving the opening of the 
account shall, prior to giving his approval, be personally 
informed as to the essential facts relative to the customer 
and to the nature of the proposed account and shall 
indicate his approval in writing on a document which is 
a part of the permanent records of his office or 
organization. (CCH New York Stock Exchange Guide, 

3 2405, as effective during the period in question I. 

In Hut troy the Court sustained the district court’s decision to 
deny defendant's motion for summary judgment holding 
directly that a 

Violation of Rule 405 of the New York Stoek Exchange 
May be Actionable lid at p. 1411. 

In explanation the Court further stated: 

Here one of the functions of Huh* 405 is to protect the 
public, so that permitting a private action for its 
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violation is entirely consistent with the purposes of the 
statute (it! at p. 1421. 

Although a mere error of judgment by defendant might 
not support a federal cause of action, the facts alleged 
here are tantamount to fraud .... thus giving rise to 
private civil damage action. See Hecht v. Harris LIpham 
Co. 2H3 F. Supp. 417, 430, 431 IN.I). Cal. 106»l lid 
at p. 1431 (emphasis added I. 

Under Count (> plaintiff has alleged that Shearson la I knew or 
should have known of the fraudulent genesis of the L.G. and 
1\R. accounts, constituent parts of the ultimate consolidated 
account, (hi knew plaintiff was consolidating under duress and 
in further violation of Regulation T. and lc| knew or should 
have known that the transfer of the consolidated account both 
continued the prior violations of Regulation T as aforesaid and 
was unacceptable under the provisions of Rule 431 (see Point 
III infra I sinee as alleged Shearson had the opportunity prior to 
accepting the plaintiff's account to examine separately the 
account statements for each of the three accounts and had been 
informed of the details of those accounts by Winslow and the 

NYSE. 

Assuming all of these facts are true one of the two conclusions 
must necessarily follow the mandated application of Rule 403: 

(Al Shearson knew of the sundry violations of Regulation 'I' 
and the deficiency of the consolidated account under Rule 431 
and nevertheless allowed such account to lx- opened and 
maintained in crass violation of its obligation to Section 121 of 
Rule 403 to: 

121 Supervise diligently all accounts handled by 
registered representatives of the organization (emphasis 
added). 

or 

(Bl Shearson ignored the facts presented, and/or did not 
actually review the account statements handed to it, and/or did 
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not question Winslow in accord with the requirement of Seetion 
(ddldl of Regulation T as to the reasons for the transfer; 
and/or did not make the computations required by NYSE Rule 
431 in any of which events it opened and maintained the ac¬ 
count in violation of its obligation under Section 111 of Rule 405 
to: 

< 11 Lse due diligence to learn the essential farts relative 
to every customer, every order, every cash or margin 
account accepted or carried by such organization and 
every person holding |>ower of attorney over any account 
accepted or carried by such organization (emphasis 
added I. 

I Older either conclusion above it is evident that the violations 
of Rule 405 consist of . . an almost callous disregard for the 
requirements of Rule 405 and its purpose to protect the public" 
(lluttrey at p. 1411. Even under the best light for Shearson the 
facts alleged constitute wilful or reckless misconduct, gross 
negligence . .tantamount to fraud" in executing the required 
inquiry into the establishment of the account (id at 143 citing 
I lech t v. Harris Upham at 4301. 

Accordingly, plaintiff has alleged facts actionable under Rule 
405 in complete accordance with the requirements of the 
lluttrey case, and thereby stated a cause of action under count 6. 

POINT III 

Violation of Rule 4.31 of the New York Stock Exchange 

NYSE Rule 431 (hi requires that every margin account 
carried by a member firm at all times meet certain equity 
requirements in accordance with a specific formula provided. By 
way of general summary Rule 431 requires that on any day each 
such account shall have an equity value equal to at least 25% of 
the account's actual market value at the close of the preceding 
day. Substantial adjustments are required for (aI penny storks; 
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Ibl volatile stocks^V those with thin markets and (e| short 
positions. W 

Individual brokerage houses frequently choose to supplement 
Rule 431 hy requiring additional equity margin above the 23% 
NYSE requirement. This additional margin is known in the 
trade as “house margin” and varies from broker to broker. The 
purpose of the house margin is generally to provide a cushion 
against violation of Rule 431 and usually amounts to 3% to 
10% additional margin. 

A violation of NYSE Rule 431 has not yet been determined to 
be actionable by any federal court. The principal case on the 
general question of the existence of a private right of action 
under the Securities Laws stemming from a violation of rules 
and provisions arguably incorporated into the Securities Ex¬ 
change Act of 1934 is Colonial Rralty Corp. v. llarho & Co. 
(supra p. 181. 

In the Colonial case plaintiff alleged that the broker, Baehe & 
(>»., orally agreed not to require margin in excess of the 
requirements of the New York Stock Exchange; i.e., Baehe 
agreed not to enforce its house margin against his account. 
Thereafter, Baehe sold shares in the account to meet margin 
requirements and plaintiff sued to recover losses arising out of 
sales used to meet calls exceeding the stock exchange’s 
minimum. The plaintiff in Colonial claimed the breach of the 
oral understanding constituted a failure by Baehe to: 

• . . conduct its dealings in a manner ‘consistent with 
just and equitable principles of trade' within the 
meaning of §§b(bl and 15A(bMT| of the Securities 
Exchange Act of 1934, of Article XIV of the Con¬ 
stitution of the New York Stock Exchange I NYSE I and 
of Article I, §2(al of the By-Laws and Article III, §1 of 
the Rules of Fair Practice of the National Association of 
Securities Dealers, Inc. (NASD), (id at 180). 
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In short plaintiff in Colonial alleged Bache had acted un- 
professionally in requiring a house margin after orally agreeing 
not It). This Court in deciding the issue stated: 

What emerges is that whether the courts are to imply 
federal civil liability for violation of exchange or dealer 
association rules by a member cannot be determined on 
the simplistic all-or-nothing base urged by the two 
parties; rather the court must look to the nature of the 
particular rule and its place in the regulatory scheme, 
with the party urging the implication of a federal 
liability carrying a considerably heavier burden of 
|H>rsuasion than when the violation is of the statute or an 
SFC regulation. The ease for implication would be 
strongest when the rule imposes an explicit duty 
unknown to the common law. The rules here at issue, 
however, are near the opposite pole. Although they do 
impose a duty upon members not to engage in conduct 
inconsistent with fair and equitable principles of trade, 
which the exchange or association can enforce through 
disciplinary proceedings, they are something of a catch¬ 
all which, in addition to satisfying the letter of the 
statute, preserves power to discipline members for a 
wide variety of misconduct, including merely unethical 
Ix'havior which Congress could well not have intended 
to give rise to a legal claim. We find little reason to 
believe that by requiring exchanges and dealers’ 
associations to include such provisions in their rules 
Congress meant to inqtose a new legal standard on 
members different from that long recognized by state 
law. See Note, Implying Civil Remedies From Federal 
Regulatory Statutes, 77 Harv.L.Rev. 285, 292 (19631. 
lid at 1821 

Thus, Colonial establishes general criteria under which a 
violation of a particular stock exchange rule may be determined 
actionable lid at 182 — quoted above!, while deciding directly 
only that Section 61 hi of the 1934 Act, the cited sections of 
NYSK constitution and the By-I^aws and Article III §1 of the 
Buies of Fair Practice of the NASI) do not meet these criteria 
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since they establish an ethical rather than legal standard. At no 
time did the Court in Colonial consider NYSE Huh* 431, the 
subject of this Point III in the instant case, (See Wolfson and 
Russo, The Stock Exchange Member: Liability for Violation of 
Stork Exchange Hules. 58 Cal. L.R. 1120 at 1140 and 1141, 
particularly footnote 09. 19701. 

Therefore it is necessary to apply the Colonial criteria or 
analysis to NYSE Rule 431. Under that analysis the principal 
question is what is the nature and the position of NYSE Rule 
431 within the regulatory scheme of the securities laws taken as 
a whole? Section 19lb| of the 1934 Act empowers the Securities 
and Exchange Commission to intervene in the working of any 
national securities exchange to force it to establish rules in 
certain specified areas if the exchange fails to act. Section 19(b) 
states in pertinent part: 

The Commission is further authorized, if after making 
appropriate request in writing to a national securities 
exchange that such exchange effect on its own behalf 
specified changes in its rules and practices, and after 
appropriate notice and opportunity for hearing, the 
Commission determines that such exchange has not 
made the changes so requested, and that such changes 
are necessary or appropriate for the protection of in¬ 
vestors or to insure fair dealing in securities traded in 
upon such exchange or to insure fair administration of 
such exchange, by rules or regulations or by order to 
alter or supplement the rules of such exchange (insofar 
as necessary or appropriate to effect such changes) in 
respect to such matters as . . . (12) minimum deposits on 
margin accounts; and (131 similar matters. (15 USC 
78s (b) (1964)1 (emphasis added) 

There can be no question that NYSE Rule 431 is responsive 
to the demands of the Congress in Section 19(b) of the 1934 Act 
for esta' shing rules . . necessary or appropriate for the 
protection of investors . . ." with respect to “. . . deposits on 
margin accounts." In discussing the grant of jurisdiction over 
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maintenance margin given the Commission under Section 
16(b), Wolf son and Russo, both members of the staff of the 
Securities and Exchange Commission, have noted: 

The importance of proper maintenance and handling of 
customer's margin accounts is obvious and violation of 
specific exchange rules dealing with this subject should 
be a source of civil liability. Generally, effective ex¬ 
change rules in this area will lessen the risk of excess 
speculation with thinly-margined accounts I Wolfson 
and Russo, opcit. at 1140 and 11411. 

I he exchanges have all adopted Rules covering the points 
specified in Section I6lbl, including maintenance margin 
requirements. It is apparent then from Section 16(b) that NYSE 
Rule 4.11 is not a mere self-policing or housekeeping measure for 
the broker s protection which may be abandoned at any time at 
the whim of the promulgating exchange and its members; 
rather it is designed primarily to protect the public and cannot 
Is* abandoned or modified without the prior approval of the 
Securities and Exchange Commission. In fact this overview by 
I he Securities and Exchange Commission of rules promulgated 
by an exchange under Section l ( )lb), and b) implication both 
the importance of such rules to the public and their place in the 
scheme of securities regulation, have recently been held by this 
Court to provide anti-trust immunity for the operation of such 
rules. G onion v. Note York Stork Exchange, Inc,, F.2d 12d 
Cir. 16,4). Certainly such protection must imply a 
correspondingly heavy responsibility to abide by such rules and 
further that such responsibility ought to be entorced by private 
causes of action for violations. See C.hri, Craft Industrie- Inc. v. 
Riper Aircraft, 4H0 F.2d 341,356 (2d Cir. 16731 cert. den. 414 
U.S. 610 (16731. NYSE Rule 431 is an obvious example which 
fits the Colonial court’s statement that: 

... A particular stock exchange rule could thus play an 
integral part in SEC regulation notwithstanding the 




Commission's decision to a back-seat role in its 
promulgation and enforcement,. . .(Colonial at 182). 

The Colonial analysis states that the implication for liability 

. . would be strongest when the rule imposes a duty unknown 
under common law" lid at 1821. NYSK Rule 431 imposes a 
requirement of minimum collateral (subject to mathematical 
computation) for every loan while at common law this is purely 
a matter for mutual agreement between borrower and lender. 
I herefore under Colonial the caw for implication of liability 
under Rule 431 is quite strong. 

Colonial does not require as part of its basic analysis for 
establishing liability that the violation involve more than 
negligence but the Court in Buttrpy might be deemed to imply 
such a requirement by its gratuitous handling of the question of 
"scienter” I Buttrey at 143, quoted above at P. 211. 

Assuming arguendo the need for scienter or knowing 
misconduct (the antithesis of which is frequently described as 
mere negligence or error of judgment), the facts in this case show 
that Shearson acted in its violations of Rule 431 knowingly or 
with gross negligence and a willfull or reckless disregard for the 
truth: 

It is not just mere negligence or an error of judgment, to open, 
in the face of the available information, an account which was 
instantly in violation of the requirements of NYSK Rule 431. 

It is not just mere negligence or an error of judgment to 
have failed for the purpose of Rule 431 to conservatively value 
or ascribe no value to many securities in that account which 
securities defendant Shearson itself has described as “. . . thinly 
traded, speculative stocks whose prices were subject to wide 
variation in price." (See paragraph 5 of the affidavit of Philip J. 
Iloblin in support of Motion to Dismiss) — an admission by 
defendant and a characterization which is a practical 
paraphrase of Rule 431 Id)(11 whieh states: 
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(dll 11 Determination of Value of Margin Purposes. — 
Active securities dealt in on a recognized exchange shall, 
for margin purposes, be valued at current market prices. 
Other securities shall he valued conservatively in the 
light of current market prices and the amount which 
might be realized upon liquidation. Substantial ad¬ 
ditional margin must bo required in all cases whore the 
securities carried are subject to unusiutlly rapid or 
i ndent changes in value . or do not have an active market 
on a recognized exchange, or inhere the amount carried 
is such that it cannot be liquidated promptly, (emphasis 

added I (CCH N.Y. Stock Exchange Guide at 5 24311. 

It is not just mere negligence or an error of judgment 
for defendant Shearson to have taken two months or more 
to have discovered that plaintiff's account was w II under 
the maintenance required by Hide 431 — i.e. 4"'., instead of the 
required 25%. It is particularly unbelievable that this was an 
excusable mistake or mere computational error when one 
considers that immediately prior to this devastatingly gross 
misconduct Shearson knew plaintiff's account was on the 25% 
edge as evidenced by its requirement of occasional margin sales 
immediately prior thereto, and that plaintiff requested in¬ 
formation in this point to which no response was received. 

While plaintiff considers that anyone of the above facts to be 
l>e\ond the pale of any reasonable excuse, it is clear that these 
facts taken as a whole fall clearly within the above-quoted 
statement of Butt rev, supra p. 21, (which like this plaintiff 
assumed the need to show scienter for sake of argument |see 
Wtdfson and Russo at 1131 especially notes 45 and 461 I “. . . 
the facts here are tantamount to fraud." 

Accordingly since NYSK Hide 431 has a firm position within 
the Commission's regulatory scheme and since it imposes an 
explicit duty unknown to common law and since in addition 
plaintiff has alleged facts which demonstrate a wilful or reckless 
violation of the Rule there can be no question that plaintiff 
states a cause of action for violation of NYSK Rule 431 and the 
decision !>elow must l»e reversed. 
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POINT IV 

V iolations «f Rule 101>-5 

Plaintiff has alleged in Counts 6 and 10 of his complaint that 
defendant Shearson has alone and in combination with other 
defendants violated Section 10 of the 1034 Act and Rule 10b-5 
promulgated thereunder. Ride 10h-3 provides as follows: 

It shall be unlawful for any person, directly or in¬ 
directly. by the use of any means or instrumentality of 
interstate commerce, or of the mails, or of any facility of 
a national securities exchange, 

III to employ any device, scheme or artifice to 
defraud. 

(21 to make any untrue statement of a material fact 
or to omit to state a material fact necessary in order to 
make the statements made, in the light of the cir¬ 
cumstances under which they wen- made, not 
misleading, or 

(31 to engage in any act, practice or course of 
business which ofierates or would operate as a fraud or 
deceit upon any person, in connection w ith the purchase 
or sale of any security. 

There is no doubt that violation of Rule 10b-3 gives rise to 
civil damages recoverable in a private course of action. In 
Mutual Shares C.nrp. v. (irncsco . Inr.. 384 F.2d 540, 543 12d 
(-ir. I Oh 1 1 this Court stated ". . . it is now common ground that 
an injured investor does have a private cause of action under 
Rule 10b-5". 

In order to invoke Rule 10b-5 plaintiff must allege "a per¬ 
son" who "directly or indirectly" “in connection with a pur¬ 
chase and sale of any security" engaged in any of the types of 
activity prohibited thereunder. 

That defendant Shearson is a "person" within Rule 10b-5 is 
beyond doubt (see §3(all0| 115 IJ.S.C. 78e lallOl I and §20 115 
U.S.C. 78t I of the 10.34 Act. I 
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The “in connection with a purchase and sale of any security" 
requirement lias recently been defined by the United States 
Supreme Court to be satisfied if the plaintiff . . suffered an 
injury as a result of deceptive practices touching its |purchases] 
sales of securities as an investor”. (Emphasis and bracketed 
material added. I Superintendent of Insurance v. Hankers Life & 
Casualty Co.. 404 US 6 (19711. Clearly the facts alleged 
“touch" upon the purchase and sale of securities since the 
contents of the subject accounts were common stocks — 
securities under Section 3(a) (101 of the 1934 Act (15 U.S.C. 
78c(al (101. Further the establishment of a margin account, i.e.. 
an interest in stock and issuance of notes, is a “security" 

(Tcherepnin v. Knight. 389 U.S. 332.335-336 119671. 

The case of Shemtoh f. Shearson. llammill and Co.. 448 
F.2d 442 (2d Cir. 197 11. on which the District Court bases part 
of its holding in the instant case and which will be discussed 
infra, recognizes in a margin account situation that: 

'Hie application of §l()!bl and its subsidiary rule in 
situations not involving the classic buyer-seller 
relationship is not unprecedented, see SEC V. Texas 
Gulf Sulphur Co.. 401 F.2d 833, 858 (2d Cir. 19681; 
AT. Ilrod Co. V. Per low. 375 F.2d 39.3 (2d Cir. 19671; 
llecht v. Harris. Upham & Co., 283 F.Supp. 417 (N.D. 
Cal. 19681; Lorenz v. W atson. 258 F. Supp. 724, 732 
(K.l).l’a. 19661, and we have jurisdiction under that 
section if the allegations of the complaint indicate that it 
has lieen properl) invoked (id at 4441. 

It remains therefore only for plaintiff to demonstrate an 
allegation of facts under one or more of the three subsections of 
Hide I Ob-5, set forth, supra, p. 28. 

Under Count 6 the Court below has held that the allegation of 
the complaint that Shearson violated Rule 10b-5 by accepting 
the transfer of plaintiff's account from defendant Winslow is not 
sufficient to state a cause of action thereunder and further that a 
scheme or cause of conduct under 10b-5 by Shearson has not 



lx*en alleged. This holding ignores plaintiff's allegations of 
Shearson's knowledge of Winslow's action in forcing that 
consolidation; Shearson's knowledge of the earlier violation 
Regulation T in the L.G. and P.R. accounts; Shearson's knowl¬ 
edge that its refinancing of the accounts by the transfer and 
acceptance thereof was the essential ingredient which would 
make the scheme work. 

Under Count () plaintiff has used the terms “consolidation", 
‘transfer and "acceptance". The context of these terms and 
allegations is “margin accounts" and these terms have a dear 
meaning in that context which defendant, a broker in the 
business of margin loans, cannot be heard to claim it does not 
understand so as to not have proper notice of plaintiff's claim, 
thus “consolidation" incorporates and summarizes the entire 
economic process whereby an individual investor purchases the 
securities of another investor with a refinancing of the related 
debt and the subjection of his slocks to a security interest to 
secure that debt. Similarly “transfer" and “acceptance" in¬ 
corporate an economic process whereby the transferor broker 
cancels credit, is repaid debt by the investor and surrenders all 
rights to the investor s stock as collateral as well as physical 
possession of that collateral while the accepting broker 
refinances or issues new credit, the investor issues new notes and 
grants security interest in the stocks, and the new broker takes 
physical possession of that collateral. As noted above, these 
processes themselves of “transfer" and "acceptance" constitute 
purchases and sales of securities consisting of notes, interest in 
securities, etc. 

These processes of consolidation and transfer and acceptance 
were all essential ingredients of the continuing scheme whereby 
this plaintiff lost his entire and substantial account equity. 
Shearson's acts formed an essential link in that scheme. 

Under Paragraph 43 of the complaint plaintiff alleges that 
the agreement requiring “consolidation" was void since it 



formed part of a scheme to transfer improper accounts from 
Winslow to Shearson. Under Count 6, Paragraph 45 realleges 
Paragraph 43, and Paragraphs 46, 47, 50 and 53 allege 
Shearson's “acceptance" of the consolidated account with full 
and complete knowledge of all of the prior Regulation T 
violations and the Winslow scheme to force consolidation and 
transfer, in short plaintiff has alleged a single scheme to con- 
stdidate and transfer, not separate schemes, in an attempt to 
(rover up these earlier violations and use plaintiff's equity to 
meet the deficits. Clearly the alleged knowing “acceptance" by 
Shearson forms an essential link in this scheme since the transfer 
could not he accomplished without such acceptance, and this is 
true whether one views Shearson as primary wrongdoer, or as 
an aider and abettor who rendered substantial assistance to the 
primary wrongdoer. Brennan v. Midwestern United Life In¬ 
surance Co,, 259 F.Supp. 673, 680-681 (N.I). Ind. 1966). 

These facts are restated in summary under Paragraphs 5i 
and 52 together with further allegations threrein that Shearson 
knew these facts and the ultimate consequences thereof, that 
plaintiff did not and that Shearson failed to disclose and con¬ 
cealed these facts. Shearson’s basic obligation to disclose is 
(N)stulated by its fiduciary capacity. Clearly these were material 
omissions under Rule 10b 5 in that such facts and conclusions 
would affect the judgment of the ordinary investor in deter¬ 
mining w hether or not to "consolidate and transfer" his account 
to Shearson. i.e., buy the L.G. and P.R. accounts on credit to be 
supplied eventually by Shearson. 

. . .All that is necessary is that the facts withheld be 
material in the sense that a reasonable investor might 
have considered them important in the making of this 
decision . . . this obligation to disclose and this 
withholding establishes the requisite element of 
causation in fact. ( Affiliated Ute Citizens v. United 
States, 406U.S. 128, 153,and 154119721). 



There* can be no doubt that this plaintiff has pleaded the 
requisite scienter element under Count 6. In Paragraphs 47. .‘>0, 
and 51 there are allegations of actual knowledge as well as the 
basis for implied knowledge. In any event the allegation that 
Shearson “knew or should have known" these facts is sufficient 
for pleading pur|M>ses. 

The charge that defendants “knew or should have 
known" adequately alleges actual knowledge of the 
falsity of the statements, and alternatively, negligence or 
lack of diligence in failing to ascertain the true facts. If 
some form of scienter test is to be applied . . . we think 
the alternative allegation of actual knowledge of falsity 
is amply sufficient as a matter of pleading. And this 
would seem to be so whether the scienter test ultimately 
applied be strict or liberal." (licit v. Written . 402 F.2d 
000, 014, (2d Cir. 10081, cert. den. 305 U.S. 003 
1100011. 

Further discussion of “scienter” is to be found under the 
discussion of County 10 hereinafter. 

Thus under Count 0 plaintiff has alleged affirmative acts anti 
material omissions each of which formed part of a process to 
conceal other violations and siphon off plaintiff's equity la 
scheme to defraud and a process which did defraud I; that 
certain of the essential acts of this scheme were performed, and 
material nondisclosures made, by Shearson (materiality and 
causality |; that these acts and omissions were performed by 
Shearson with full knowledge of the earlier violations of law and 
the whole scheme and its consequences (scienter); and that the 
plaintiff ". . . suffered an injury as a result of deceptive practices 
touching its (purchase or| sale of securities as an investor", 
(bracketed material added). .Superintendent of Insurance, at 12- 
13. 

Linder Count 10 Plaintiff in Paragraph 73 realleges 
Paragraphs 46 through 53; 55 through 66 and 72. In 
Paragraphs 48 and 51 Plaintiff shows that Shearson knowingly 
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opened his account after failing to make or improperly making 
the calculation under NYSE Hide 431 in that it knowingly 
attributed market values in that computation for large numbers 
of securities therein with full knowledge that they would not 
support such values since they were thinly traded and 
speculative stock. See Point III supra and Paragraph 5 of 
Affidavit of Philip Hoblin in support of Shearson's Motion to 
Dismiss, tlnder^Paragraph 56 Plaintiff further shows Shearson 
specifically represented that it would make such calculation 
correctly and da'ly. By its acceptance of the account it imput'd 
and reconfirmed that it had in fact done so. These represen¬ 
tations both express and implied were false. Shearson is further 
alleged to have made these representations knowingly and with 
having concealed their falsity and the consequences thereof 
I ^ 521. Certainly this was the omission of a fact material to the 
average investor under the holding of Affiliated Ute quoted 
supra, at Page 31, and a scheme and artifice to defraud. In the 
court below Shearson took the position that it could not have 
omitted any statement under Hide 10b-5 since that subsection 
refers to omissions in connection with other representations and 
that no such other representations were alleged. With respect to 
the time when the account was opened. Plaintiff contends first 
as above that the actual acceptance was, in the context of the 
other representations, clearly a further representation that 
Shearson had properly made the computation and. second, that 
total nondisclosure or silence is in any event fully actionable 
under Hide 10b-5 as a violation of one or more of its subsections. 

The doctrine for which defendant . . . contends (1 Ob-5 
inapplicable to total nondisclosure) would tend to 
reinstate the common law requirement of affirmative 
misrepresentation. Such a tendency contravenes the 
purpose of Rule 10b-5 . . . which precludes not only the 
conveyance of half truths . . . but, as well, failure by the 
buyer to disclose the full truth so as to put the seller in an 
equal bargaining position.. .. List v. Fashion Park Inc., 
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340 F.2d 457, 462 (2d Cir. 19651 cert. den. 282 U.S. 
811 (19651. 

Under Count 10 Plaintiff alleges a further violation of Hole 
I Ob-5 arising out of this same computation but at a later date — 
the period February 1, 1970 through May 1970. Plaintiff 
alleges that Shearson continued to represent that it was properly 
making this calculation and seized control of the account 
allowing Plaintiff only some decision in which securities might 
Ik* required to be sold and in fact the account was operated on 
this basis ( 5 5 1 and 58|. Plaintiff for a period of three months 
was not given any account statements despite requests and was 
denied any information about his account except the 
representation of correctness as aforesaid upon which he relied 
( U 61, 57 and .>9). Suddenly, after some months without any 
margin sales, I laintiff was notified on April 2 > that his account 
was at 4% maintenance, a full 21 points below the required 
25% minimum limit and thereafter sold out ( 5 601. Plaintiff 
further alleges that the failure to advise him of the account's 
condition deprived him of material information ( ^ 661. Finally, 
in Paragraph 74 Plaintiff alleges in summary the facts set forth 
immediately above, adding that Shearson "know nr should have 
known" of the improper maintenance and that it "made tho 
contrary roprosontation knowingly or recklessly without 
knowing if they were true . . 

Plaintiff has alleged a scheme, course of conduct, or artifice to 
defraud consisting of misrepresentation of a fact which could 
reasonably Ik* expected to affect the investment judgment of an 
average investor. See Affiliated Ute Citizens at 153 (quoted 
supra page 311. 

The court below ignoring in all of the allegations realleged 
under Paragraph 73 and the statement in Paragraph 74, 
alleging recklessness, actual knowledge, or the basis for 
knowledge (knew or should have known), has held 













35 


The complaint alleges (paragraph seventy-fivel that 
Shearson's allowing the account to fall below minimum 
margin requirements and into a deficit position was in 
violation of Section 10 of the 1034 Act and of Rule 10b- 
5. 'I’here are no allegations of fact in the complaint 
“amounting to scienter, intent to defraud, reckless 
disregard for the truth, or knowing use of a device, 
scheme or artifice to defraud . . Shemtob vs. 
Sheurxon, Hummill and Co. 448 F.2d. 442, 445 (2 cir.l. 
Count 10 does not properly plead a cause of action for 
violation of Section l()(bl of the Exchange Act or of 
Rule 10b-5. (Decision of the District Court at page 
A-38 infra. I 

The District Court's decision with resp<*ct to Count 10 can 
only be interpreted as holding that Shemtob is factually on all 
fours with the instant case and that plaintiff has failed to allege 
scienter in the instant complaint. The plaintiff vigorously 
disputes both of these contentions. 

The Shemtob plaintiffs were not deprived of any knowledge 
concerning the margin status of their account. In fact, their own 
pleadings indicate they were fully informed and that they 
decided they wanted to ride the market all the way down. See 
Shemlob ut 445, especially at Note 3 setting forth Paragraphs 
IT, 18 and 19 of the Shemtob complaint. As set forth above, 
plaintiff in the instant case has alleged that he was told his 
account was being properly maintained and that he did not 
receive margin calls. The instant plaintiff did not have the 
opportunity or the basis to make the decision the Shemtobs 
made. 

In addition, we note that the Shemtobs' account consisted of 
only one stock and that account was therefore subject to a daily 
computation by the Shemtobs who could with no difficulty know 
their exact margin position. Schedule A to the Shemtob com¬ 
plaint verifies this. Considering the Shemtobs had in fact 
received a call, which was insufficiently met, they were on notice 
that during the period in question their account was not com- 







plying with the 2.>% limitation. In the instant cast* plaintiff's 
account consisted of a great number of stocks and was incapable 
of margin analysis without a full-time bookkeeper or a com¬ 
puter. Further, based on the handling of the account and the 
representations of Shearson, plaintiff was not put on any notice 
of improper maintenance. Even if he were he was denied certain 
basic records during the crucial three-month period rendering 
him incapable of making the computation even with a computer. 

I hus, the Shemtobs could not have been defrauded with 
respect to the maintenance computation and sell out where the 
instant plaintiff was. I here were no misrepresentations con¬ 
cerning maintenance alleged in Shemtob while the instant 
plaintiff has done so. I hus, the Shemtob complaint becomes 
only a violation of the alleged oral modification which la I 
waived the house margin and lb) gave the Shemtobs the op- 
Portunity to provide collateral for any call based on the 25% 
limit. I hat, as this Court appreciated, was in fact a contract 
question. Shemtob at 44.>. Plaintiff does not allege any such 
novation or modification as the basis of its claim. 

Phi* Court did, however, indicate that even Shemtob would 
have been actionable if there were 

. . . allegations of facts amounting to scienter, intent to 
defraud, reckless disregard for the truth or knowing use 
of a device, scheme or artifice to defraud.” (Shemtob 
at 445.1 

In the instant case plaintiff has, as noted above, pleaded that 
the computation was from the beginning made knowingly in an 
improper fashion (See discussion supra at page 351 and that 
Shearson during the February-May period "knew or should 
have known of the improper maintenance and that it "made the 
contrary representations knowingly or recklessly without 
knowing if they were true I 741. The allegations of “knew or 
should have known" have been held sufficient to allege scienter 
under licit v. Weitzen (quoted above at page 321. Further the 
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allegation in Paragraph 74 that the representations were made 
knowingly or recklessly without knowing if they were true is 
almost the exact language of this Court's requirement in 
Shemtob at 445 (quoted supra page 351. On the occasion on this 
Court's en bane opinion in Lanza v. Drexel & Co., 479 F.2d 
1277 (2d Cir., 1 *>731 this Court held in reviewing a judgment 
after lengthy trial as follows 

In sum, we believe that proof of a willful or reckless 
disregard for the truth is necessary to establish liability 
under Hide 10b-5. (I.anza at 13061 

In footnote OH the court gave guides for determining what 
constitutes willful or reckless disregard: 

OH. In determining what constitutes "willful or reckless 
disregard for the truth" the inquiry normally will be to 
determine whether the defendants knew the material 
facts misstated or omitted, or failed or refused, after 
being put on notice of a possible material failure of 
disclosure, to apprise themselves of the facts where they 
could have done so without any extraordinary effort. 
Chris Craft Indus., Inr. v. Ciper Aircraft Corp., 4B0 
F. 2d 341, 363-364, 306-300 (2d Cir. 19731 (Unza at 
13061. 

While Lanza presents an evidentiary rather than a pleading 
standard, plaintiff has pleaded facts which, if true, now meet the 
higher standard and show that Shearson (even if it did not act 
knowingly, as alleged I acted willfully and with a reckless 
disregard for the truth. In Points I, II and III of this brief we 
have pointed out a variety of allegations supporting violations of 
Regulation T, NYSE Rule 405 and NYSE 431 respectively. In 
so doing the brief has pointed out that each such Regulation and 
Rule imposed a duty on Shearson which was not complied with 
and that in each instance of failing to comply Shearson had 
aetei knowingly or with a flagrant and willful or reckless 
disregard for the truth — in short there was demonstrated 
scienter for each of these violations. Even if held not to lie in- 
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dividually actionable, this chain of systematic and flagrant 
violations considered as a whole surely demonstrates that 
Shearson’s whole approach to plaintiff's account was one of 
willful, grossly negligent, and reckless disregard for its handling 
in that it failed or refused after notice to apprise itself of the 
facts when it could have done so (and arguably was requir<*d to 
do sol without any extraordinary effort. See Lanza at 1306 
quoted supra page 37. 

In summary plaintiff has alleged actual knowledge which it 
will only be able to amplify on and prove by access to defen¬ 
dant s records. No further detail of pleading is now possible in 
this regard. Plaintiff has also alleged plaintiff should hate 
known and a reckless disregard for the truth. While ordinarily 
further detail should not be required for such a pleading, 
plaintiff has in fact pleaded a number of underlying facts w hich 
support and demonstrate the obligation, the opportunity, and 
the ability of Shearson to have informed itself. In not doing this 
Shearson demonstrated its willful disregard for the truth. 
Plaintiff has pleaded “scienter". 

Plaintiff has pleaded under Count 6 the knowing use of a 
scheme or artifice to defraud and the concealment of certain 
material facts, all in violation of Rule IOb-5. Under Count 10 
plaintiff has pleaded affirmative material misrepresentation and 
non-disclosure in violation of Rule 10b-5. Under both Counts 6 
and 10 plaintiff has pleaded facts amounting to “scienter". The 
decision of the District Court dismissing the complaint for 
failing to state a cause of action under Rule l0b-5 should be 
reversed. 





POINT V 


The Trial Court Krrcd in DimniKsinf; the Complaint. 

The foregoing summary of facts and application of law show 
clearly that plaintiff has several compelling causes of action 
against Shearson by v irtue of violations of the Federal Securities 
Laws. Although the complaint does not plead every detail of the 
complex situations into which plaintiff was lead, it clearly sets 
out in narrative each of the necessary facts. As the narrative 
proceeds, the succeeding violations and causes of actions are 
pleaded. In as short a pleading as is consistent with the com¬ 
plexity of the facts and law, plaintiff has set forth “. . . a short 
and plan statement of the claim. . ." which amply gives the 
defendant Shearson . . fair notice of what the plaintiff's claim 
is and the grounds upon which it rests.” Conley v. Gibson, 355 
U.S. 41, 47. "|W|here a bona fide complaint is filed that 
charges every element necessary to recover, summary dismissal 
of a civil case for failure to set out evidential facts can seldom be 
justified.” Nagler v. Admiral Corporation, et al, 248 F.2d 319, 
at 323 (2d Cir. 19571, quoting United States v. Employing 
Plasterers Association, et al, 347 U.S. 186, 189 (1954). 
Moreover, where, as in the instant case, the plaintiff's claim is 
based upon complex business records made and kept by the 
defendant and upon the commission of acts by the defendants 
the evidence of which is solely within the knowledge and 
[Ktssession of the defendant, the action should not be dismissed 
before plaintiff has had an opportunity to engage in discovery 
proceedings, cf. Schoenhaum v. Firstbrook, et al, 405 F.2d 215, 
218 (2d Cir. 1968); cert. den. 395 U.S. 906 (1969). 

As stated in Conley, . . the complaint should not be 
dismissed for failure to state a claim unless it appears beyond 
doubt that the plaintiff can prove no set of facts in support of his 
claim which would entitle him to relief." Conley v. Gibson, 
supra, at 45-46. Accordingly, it is respectfully submitted that 
the court below erred in dismissing the complaint. 
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POINT VI 

The Trial Omrt Krrrd in Refusing to (»rant Plaintiff 
Leave to Amend the Complaint. 


For the* reasons outlined above, plaintiff respectfully submits 
that his complaint is sufficient to state a cause of action against 
the defendant Shearson and, therefore, that the trial court erred 
in dismissing it as against that defendant. Plaintiff further 
submits that the trial court further erred in denying plaintiff 
leave to amend the complaint. While the grant of leave to amend 
the complaint is within the discretion of the trial court \Zenith 
Radio Corporation v. Ilazeltine Research. Inc.. 401 U.S.321, 
330 (19711 |. Ride 15(a! of the Federal Rules of Civil 
Procedure provides that such leave shall be freely given. And. 
the United States Supreme Court, in Roman v. Davis, 371 li.S. 
178, 183 (19021 has stated: 

In the absence of any apartment or declared reason — 
such as undue delay, bad faith or dilatory motive on the 
part of the movant, repeated failure to cure deficiencies 
by amendments previously allowed, undue prejudice to 
the op[Mising party by virtue of the allowance of the 
amendment, futility of amendment, etc., — the leave 
sought should, as the rules require, be ‘freely given.' 

It is submitted that none of the above set forth reasons for 
denying leave to amend the complaint are applicable to the 
plaintiff in the instant case. In this regard, it is noteworthy that 
Judge Burke, in denying plaintiff leave to amend the complaint, 
did not set forth any justifying reasons for the denial. As slated 
in Roman. 

“. . .outright refusal to grant the leave |amend the 
complaint) without any justifying reason appearing for 
the denial is not an exercise of discretion; it is merely 
abuse of that discretion and inconsistent with the spirit 
of the Federal Rules." Roman v. Davis, supra at 182. 
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Accordingly, if this Court should hold that the complaint docs 
not set forth sufficient facts to state a cause of action against the 
defendant Shearson, plaintiff respectfully requests that he be 
granted leave to amend the complaint to set forth such facts. 

CONCLUSION 

The order of the District Court dismissing plaintiffs 
complaint against the defendant Shearson should he 
reversed. Alternatively, plaintiff should he given leave to 
amend the complaint. 

Respectfully submitted, 

WISER SHAW FREEMAN VAN GRAAFEILANI) 
HARTER <X SECREST 
Attorneys for Appellnnt 
Office and Post Office Address 
700 Midtown Tower 
Rochester, New York ,'604 
Telephone: 716 232-6500 

John F. Mahon, of counsel 


1 


CERTIFICATION OF SERVICE 


I hereby certify that I, this day, caused two copies of 
the attached brief for the appellant to be served upon 
defendant Shearson Hammill & Co., Incorporated, defendant 
New York Stock Exchange and defendant Nusbaum by deliver¬ 


ing copies thereof to the office of the counsel of each 
such defendant, and upon defendant Winslow, Cohu and 

Stetson, Incorporated, by causing copies thereof to be 
mailed to its counsel at his office address. The counsel 
and their addresses to which the said copies were delivered 


and mailed were as listed in the said brief. 















